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Abstract 
The purpose of this paper is to determine whether fiscal devaluation can represent a solution for increased competitiveness, as 
one of the most important issues highlighted by the sovereign debt crises, which needs to be properly addressed, is low 
competitiveness of Southern Euro Area member states. These countries registered high internal and external imbalances that 
could not be reduced through monetary devaluation. Within this context, fiscal policy instruments represent the core elements for 
growth, competitiveness and stability. Although, especially during the last years, fiscal policy changes were implemented having 
as an important objective the decrease of budgetary deficits and public debts, the influence is much more significant. Taxation 
can also be used to resolve important issues as low competitiveness. In this respect, we determine the effects of fiscal devaluation 
on the current account balance by applying panel data analysis on data for all European Union member states, as the principle can 
be useful for all countries, and conclude on the use of fiscal devaluation as solution for enhancing competitiveness. 
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1. Introduction  
Widening gaps between the European Union member states, especially within the Euro Area, and the significant 
deterioration of public finances in the context of economic crisis had drawn attention on competitiveness gaps. One 
significant imbalance between the European economies is related to the dynamics of the current account. In the Euro 
Area, the gap between Northern countries (the group of countries includes Austria, Belgium, Germany, 
Luxembourg, the Netherlands and Finland) and Southern states (Greece, Ireland, Italy, Portugal and Spain,) has 
increased since the creation of the Economic and Monetary Union, being a persistent problem (Holinski et. al, 2012). 
The context is similar in many European Union member states, regarding increasing current account deficits and 
high public debts, but the situation is even worse for monetary union countries, as balancing economic stability 
through monetary depreciation is no longer a possibility. This paper approaches potential solutions to increase 
competitiveness through the use of tax reforms, namely through fiscal devaluation as corrective measures for 
external imbalances. The proposed research is relevant to stabilize the European economy by reducing external gaps 
without additional adverse records in terms of fiscal sustainability. 
 
2. Competitiveness dynamics in the European Union  
We have considered current account balance as main indicator of competitiveness for the European Union 
member states. For an overview on competitiveness, we have divided European Union countries in two subgroups, 
considering whether in 2008, one of the peak years of the crisis, was registered current account deficits (Group 1) or 
surplus (Group 2). The first group consists of 21 states, out of which the most worrying situation was registered by 
Bulgaria, Cyprus, Greece, Latvia, Lithuania and Portugal. It can be seen that competitiveness is a persistent issue in 
the European Union, which was aggravated within the context of the economic crisis. Some authors (Spahn, 2013) 
even consider that competitiveness seem to be the core problem of the Euro Zone. The situation for Euro Area 
member states was sometimes worse due to the fact that could not resort to monetary devaluation in order to 
encourage exports and therefore help increase current account balance. Southern Euro Area member states had been 
widely studied since the sovereign debt crisis, due to the fact that these nations have performed consistently poorly 
on widely acknowledged key drivers of country competitiveness (da Silva et al., 2014). Statistics show the effort 
underwent in order to improve current account balance had results in many European union member states, in many 
of the countries the situation being in 2013 better that is was prior to the crisis. Current account surpluses were 
registered in 2013 in Bulgaria, Greece, Lithuania, Portugal, Spain, Croatia, Hungary, Slovakia, Ireland, Slovenia, 
Malta and Italy (considering only the first group of states, according to the distinction mentioned above). 
Source: EUROSTAT, authors’ calculation  
 
Fig. 1 Dynamics of current account balance in some European Union Member States (Group 1), during 2000-2013 
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On the opposite, more optimistic side, are the European Union member states that registered trade surpluses 
during the crises (mainly in 2007 and 2008). This group consists of Finland, Denmark, Netherlands, Austria, 
Luxemburg, Germany and Sweden). 
 
 
 
 
 
 
 
 
 
 
 
 
                           Source: EUROSTAT, authors’ calculations 
Fig. 2 Dynamics of current account balance in some European Union Member States (Group 2), during 2000-2013 
 
The analysis of current account dynamics highlights important gaps between the European countries, which are 
evidenced not only for Euro Area member states, but also between the other member states. The competitiveness 
gap can be explained by the fact that some countries (Northern Euro Area countries, part of the Groups 2 in this 
case) were able to translate higher competitiveness into increasing trade surpluses and higher net factor income from 
abroad, while other countries, as Portugal, Greece and Spain had been borrowing from abroad to maintain their 
negative trade balance and pay the interest on their debt (Holinski, 2012). Moreover, Schoder et al. (2013) analyzed 
the sustainability of the recently growing current account imbalances in the Euro Area and tested whether the 
European Monetary Union has aggravated these imbalances. Empirical evidence suggested that the introduction of 
the euro is associated with a regime shift from sustainability to unsustainability of external debt accumulation for the 
Euro Area. Therefore, in the context of the effects of the financial, economic and sovereign debt crises, the necessity 
of finding solutions in order to increase competitiveness without further affecting fiscal and external sustainability is 
an issue that needs to be tackled. Having in view that in a monetary union the main instruments for economic 
stability regards fiscal policy, a solution in this respect might be the use of fiscal devaluation in order to enhance 
competitiveness. 
 
 
3.  An overview on fiscal devaluation 
 
The concept of fiscal devaluation resides on the idea that a proper use of fiscal instruments can replicate the 
effects of monetary devaluation, the specific mechanisms being useful especially for monetary union countries, but 
not restricted to these. The concept had been shaped by Keynes in 1931 (Eiras, 2012) and has been growing in 
interest during the last years, due to the above mentioned issues. The concept is based on the idea that a decrease of 
a type of tax and the simultaneous increase in another type of tax could lead to an increase in competitiveness, 
without affecting the budget balance and fiscal sustainability. Since one of the important problems European 
economies face is high unemployment, recent studies are centred mainly on the decrease of taxes on labour, while 
increasing taxes on consumption, capital and so forth. The main focus is however on the type of fiscal devaluation in 
which the main instruments used are a VAT increase and a decline of the employers’ social contributions (Coreira, 
2011). The classic form of fiscal devaluation, as it has been discussed in Europe, combines a reduction in the social 
contribution with an increase in the VAT that should prove to be sufficient as to at least maintain the same 
government revenue (de Mooj et al., 2012). The budget-neutral fiscal devaluation can make exports cheaper and 
imports more expensive, thereby boosting the demand for domestic goods and reducing external imbalances 
(Langot, 2012). The budget neutrality of the reduction in taxation on labour could also be ensured by hikes in 
consumption, environmental and/or (recurrent) property taxation (Orsini, 2014). Important studies regarding fiscal 
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devaluation were conducted in the recent years and represent a resourceful database of instruments, mechanisms and 
simulation studies regarding the concept of fiscal devaluation, among which there are: Farhi et al. (2011), Franco 
(2011), Bosca et al. (2012), de Mooij and Keen (2012) and European Commission (2013).  
 
4. Methodology 
In order to test whether tax changes could influence current account, we conducted panel data estimation, using 
STATA software. The following variables were considered: current account balance (%GDP), exports of goods and 
services (%GDP), foreign direct investments (FDI), unemployment (%of total active population) and tax rate. Tax 
rate was calculated as a ratio between taxes on labour (total, %GDP) and taxes on consumption (%GDP), due to the 
fact that we are interested in the effect of a relative change of these aggregates on the current account, the dependent 
variable in this case. We have taken into account unemployment as this is one of the most important issues that 
affect European economies that will also be influenced by a possible change in labour taxes. Foreign direct 
investments are important especially in non Euro Area countries, focused on the struggle for FDI intensive growth. 
We have also considered lagged exports of goods and services (%GDP), as it is interesting to see whether current 
account balance can be influenced also by the exports from the previous year. All data were considered for 2000-
2012, due to the fact that taxes in consumption and labour were available until 2012 and therefore tax rate could be 
calculated only for this period. EUROSTAT database was the source for all data used in the analysis. 
We used a fixed effects model in which the individual effects can be correlated with the explanatory variable 
(Baum, 2001). For this fixed effects model, the estimation was made based on the assumption that the default 
standard errors are independent and identically distributed (Cameron and Trivedi, 2009), homoskedastic and not 
autocorrelated. However, when heteroskedasticity is present the standard errors of the estimates will be biased and 
robust standard errors must be computed. Another problem is the serial correlation of the idiosyncratic error term, 
but Wooldridge (2002) proposed a very simple test for checking the autocorrelation of the residuals (Popescu, Lazăr, 
2014). Following Hoechle (2007) we estimated the regression model using robust standard errors. In order to do that 
some authors (Drukker, 2003 and Baum, 2001) have provided tests that allow the identification of possible problems 
that could be encountered when running such estimation. In order to correct the error structure, some procedures 
were also implemented in STATA software, assuming that the errors are heteroskedastic, auto-correlated up to some 
lag and possibly correlated between the groups. 
 
5. Estimation results 
We estimated a fixed effects panel data model using the STATA software, in order to explain the current account 
balance variation. After applying the t-Student test, all the coefficients were statistically significant and the results 
were consistent with the economic theory. 
We then conducted the modified Wald test for group wise heteroskedasticity in the FE model, implemented in 
STATA by Baum (2001), and the serial correlation test (as per Drukker, 2003). In order to ensure the validity of the 
statistical results, we estimated robust fixed-effects (within) regression with Driscoll and Kraay standard errors. The 
output of the panel data estimation, based on robust fixed-effects regression model, indicated the influence of the 
above mentioned determinants on the current account balance. 
Following the above mentioned steps, a valid econometric model resulted (Fig. 3): 
 
CAit = -10.44 – 2.4*Tax_rateit +0.11*Exportit-1 – 0.084*FDIit +0.71*Unemployit 
where: 
 
CAit: current account balance for each of the 28 EU countries from 2000 to 2012 
Tax_rateit: tax ratio between taxes on labour (%GDP) and taxes on consumption (%GDP) for each of the 28 EU 
countries from 2000 to 2012 
Exportit-1: exports of goods and services (%GDP) for each of the 28 EU countries from 2000 to 2012, from previous 
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       _cons    -10.44212   2.947741    -3.54   0.001    -16.49038   -4.393856
    Unemploy     .7138313   .1604172     4.45   0.000     .3846824     1.04298
         fdi    -.0843778   .0171589    -4.92   0.000    -.1195851   -.0491706
     lexport     .1073847   .0402911     2.67   0.013     .0247142    .1900552
    Tax_rate    -2.399396    1.26442    -1.90   0.068    -4.993771    .1949787
                                                                              
          ca        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]
                           Drisc/Kraay
                                                                              
                                                 within R-squared  =    0.3222
maximum lag: 2                                   Prob > F          =    0.0000
Group variable (i): id                           F(  4,    27)     =    148.81
Method: Fixed-effects regression                 Number of groups  =        28
Regression with Driscoll-Kraay standard errors   Number of obs     =       336
period 
Unemployit: unemployment rate for each of the 28 EU countries from 2000 to 2012 
 
 
 
 
 
 
 
 
 
 
 
 
            
Source: Authors’ calculations 
Fig. 3 Robust fixed-effects regression model 
 
The results of the estimation evidenced a negative influence of tax rate on the current account balance. Based on 
the above analysis, a 1 unit decrease of labour taxes relative to consumption taxes would lead to a 2.4% increase on 
current account balance as % of GDP. Therefore, tax changes can be used in order to help boost competitiveness. 
Interestingly, panel estimation highlighted a direct influence of exports from the previous period on current 
account balance. Foreign direct investments have a negative influence on the current account. This is in line with 
previous researches that stated that current account imbalances of Euro Area countries deficit with the rest of the 
world had increased, being financed mostly by intra-euro area capital inflows (in particular by the purchase of 
government and financial institutions' securities and cross-border interbank lending) which permitted external 
imbalances to grow over time (Chen et al., 2013). This can also be explained through the opposition of current 
account and capital account within the neutral external balance of payments.  
 
6. Conclusions 
Widening gaps between the European Union member states and especially within the Euro Area and the 
significant deterioration of public finances in the economic crisis had drawn attention on competitiveness gaps. One 
significant imbalance between the European economies is related to the dynamics of the current account. The 
analysis of current account dynamics highlights important gaps between European countries, not only between Euro 
Area member states, but also between the other member states. Therefore, in the context of the effects of financial, 
economic and sovereign debt crises, the necessity of finding solutions in order to increase competitiveness without 
further affecting fiscal and external sustainability is an issue that needs further attention.  
Having in view that in a monetary union, the main instruments for economic stability regards fiscal policy; a 
solution in this respect might be the use of fiscal devaluation in order to enhance competitiveness.  
The concept of fiscal devaluation resides on the idea that a proper use of fiscal instruments can replicate the 
effects of monetary devaluation, the specific mechanism being useful especially for monetary union countries, but 
not restricted to this. In order to test whether tax changes could influence current account, we conducted panel data 
estimation, using STATA software. The following variables were considered: current account balance (%GDP), 
exports of goods and services (%GDP), foreign direct investments (FDI) and tax rate. Tax rate was calculated as a 
ratio between taxes on labour (total, %GDP) and taxes on consumption (%GDP), due to the fact that we were 
interested in the effects of a relative change on the current account, the dependant variable in this case.  
The results of the estimation evidenced a negative influence of tax rate on the current account balance. Based on 
the above analysis, a 1 unit decrease of labour taxes relative to consumption taxes would lead to a 2.4%GDP 
increase on current account balance as % of GDP. Therefore, the use of tax changes could lead to enhanced 
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competitiveness, in the analysed case, a decrease of taxes on labour relative to an increase of taxes on consumptions 
would increase current account balance, as per the results of the panel data estimation. 
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